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106 II PREPARG FOR THE BUSINS VALUATION

One of the most signifcant changes in financial reporting is the erosion of the rela-
tive importance of financial statements.

The experienced analyst knows some latitude is permtted in . the preparation of
financial statements. Rarely do any two companies follow e actly the same set of
accounting practices in keeping their books and preparing their fiancial state-
ments, even within the broad confnes of generally accepted accountig principles
(GAA). When it comes to closely held companies, most fmancial statements 
not audited and many provide financial statements that deviate from GAAp, to put
it kidly. Therefore, the analyst plust evaluate each item and adjust for differences
in accounting practices, where appropriate, in order to compare two or more com-
panes or to measure a company against an industr or other standard.

When there is.a choice among accounting practices, private companes tend
toward a more conservative selection to minimize taxes, while public companies
may account more aggressively in order to please shareholders with higher
reported income. Also , some public companes tr to "manage" their earngs to
minimize earings peak and valleys by makng more conservative accounting
decisions in good years and more aggressive accountig decisions in bad ones.
Typically, the smaller the private company, the more pronounced the diference
between public companies and private companies tends to be.

lt is important to remember, then, that shareholders who have control over
the company may have the right to change business policies , including the
accounting policies Jollqwed by the company. This fact pould be recognized

when the appraisal subject is a controllig ownership intere t-versus a miority
ownership interest.

All discussion of financial statement analysis in this book is subject to the
caveat that generally accepted accounting principles are constantly being
reviewed and updated. Also, publicly traded companes are subject to certain dis-
closure requirements of the Securities and Exchange Coinssion (SEC), which
continue to be challenged and interpreted by the courts.

Complete books are dedicated to the subject of financial statement analysis
(see the bibliography at the end of this chapter). The material presented in this
chapter is only a refresher to those who are presented with the task of appraising
a business or of reviewing an appraisal prepared by others. 

The purpose of analyzing income statements is to better understand and inter-
pret the economic earing capaCity of the company, since earng capacity is a
very important element of the value of a business. Th refore, adjustments to the
income statements, in order to better present the earing capacity of the business,
generally fall into any or al of three categories:

. i

! .

1. Methods the company has elected to account for its activities , as discussed
earlier.

2. Nonrecurrng events, discontinued operations , or other aspects of past opera-
tions that may not represent future economic earing capacity.3. Certain discretionar items, such as generous management bonuses.
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'Kay, Rob S., and D. Gerad Seos. ed.. Handbk of Accounting and Alldlting. 2nd cd (Boston: Warn, Gorham
& Laont, 1989), pp. 1-24.
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ANYZIG AND ADJUSTING FINANCIA STATEMENTS 107

In many valuations, asset values also play an important role and, therefore

adjustments to the balance sheet mayor may not be necessary for analytical pur-
poses. Some variables adjusted for income statement analysis wil imply adjust-
ments to the balance sheet because of their interdependence. In other situations,
it may be appropriate to make adjustments to balance sheet items that wil not
afect the company s earning capacity or to make adjustments to the income
statement that wil not affect the balance sheet.

This chapter discusses the most common categories of adjustments to the
income statement and balance sheet in the valuation. It begins with adjustments
for different means of measuring asset and liabilty items. Then it examines a
number of items arising from the treatment of revenue and expense items.
Finally, it lookS at a number 6f miscellaneous itenis. More complete discussions
of financial statements and the appropriate adjustments of various financial
statement accounts can be explored by the reader by referring to other sources,
including those in the bibliography at the end of this chapter.

Adequacy of Allowance and Reserve Accounts
It is common to find that a company is either under- or over-reserved for certn
items. Some "reserve accounts" should not be considered reserve accounts at all
but merely portions of equity that management has chosen to earark for some
future expenditure or contingency. If under-reserved, the effect is an overstate-
ment of earnings due to inadequate reserve charges to expenses, with an accom-
panying overstatem nt of net asset value. If over-reserved, the opposite occurs.

The analyst may encounter an endless variety of reserve or allowance accounts
from tiine to time and should question and anaiyze each on its own merits.

Allowance for Doubtful Accounts

Accounts Receivable. Most companies carry accounts receivable and deduct
some allowance for potentially uncollectible accounts. The typical policy is to
charge some percentage of credit sales to bad debt expense at the time the sales
are made. Often a charge (or debit) is made at the end of each month, reflecting
that month' s credit sales , with a credit to the allowance for doubtful accounts
(which is recorded as a deduction from accounts receivable on the ba-
lance sheet). Then , as individual accounts are written off; they are credited
against accounts receivable and debited against the allowance for doubtful

accounts, with no direct effect on either earings or net asset value at the time of
the write-off.

Since the expense charge (or debit) aCtually represents an estimate of future.
write-offs, the analyst may wish to make some judgment as to that estimate
accuracy, at least if the effect is material. One way is to compare the historical
percentage of bad debt losses with the percentage of c11rent credit sales being

charged to bad debt expense to see if too little or too much is being charged.
Another procedure is to compare the aged accounts receivable schedule
allowance relative to the amount 'of overdue accounts. Some companies tend to
car receivables on their books indefinitely, with little or no doubtful account
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H(r InterpretatiQn of Ratio Analysis
When properly employed, analysis of financial statement ratios can be a useful
tool in a business valuation. In particular, it can help identify and quantify some
of the company s strengths and weaknesses, both on an absQlute basis and rela-

tive to other companies or industry norms.
The implications gleaneq from financtal statement analysis may be consi

ered in ariving at the value of the business or business interest in several ways.

The most common method of incorporati g the results of ratio analysis of finan-
cial statements in the final valuation is to make appropriate adjustments to " the

selection of various f!Jndamental fjnancial multiples (e.g., PIE multiple). T the

extent that the ratios indicate sus inable growth, the business should be wo th a

higher multiple than it would if they did' not indicate growth. The higher the
degree of risk factors the ratios reyeal, ' the lower should be the business s worth

relative to earnngs, book value, and other fundamenta financial variables,
One use of ratio analysis is to compare a company s figures over time , a

method som times called trem;J analysis. In this way, one can identify aspects of
the business that demons rate any trends of improvement or deterioration.

can also indicate levels of the different variables that have been normal within
the period studied, as well as ranges that reveal high and low points for each
varable. .

Another way to use ratio analysi is to comp re the subject company with

other companies, either specific companies or industry averages Pattern/! of

strength in the subject company relative to guideline companies would 
end to

support a multiple in the high end of Ute industry range. Conversely, poor per-

formance ratios relative to similar companies would suggest lower 
ultiples for

the subject company.
In comparg ratios from one pe.riod to another Of from company to com-

pany, one should inquire into the extent to which comparative ratios are based
on comparable accounting policies. The previous chapter noted that different
choices among accounting methods can result in wide variations in reported
figures. If one is makng a comparative analysis of a company s financial state-

ments over time, one should make an appropriate aHowance fOf any changes in

accounting policies. When comparing a company with others in its industry, one
should allow for any mfitedal "differences in accounting policies petween the
subject company and industry norms.

Ap.other consideration is whether to calculate the ratios before or after

any adjustments in the balance sheet Of income statement for things such as
nonrecurrng items, inventory adjustments, or pro forma adjustments. In many
cases, these adjustments can significantly affe t the magnitude of the com-
pany s ratios.

COMPARTI RATIO ANALYSIS 129

Basic to the anayst s work is the abilty to reconstruct the business tra actions that

are summarized in the financial statements, One can visualize this important skil as
the abilty to replicate the accoun s work but in reverse order.1

'Lepold A. Bernstein, Financial Slatemeni Analysis: 11lfary, Application, and Interpretation 51b ed. (Burr Ridge, IL:

Richard D. Irwin, 1993), p. 71.
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130 II PREPARG FOR THE BUSINS VALUATION

1\0 factors should guide the analyst in makg this decision. First, if the ratios
are to be compared to those of similar publicly traded companies, the analyst
should make the same adjustments to the statements of both the subject company
and the guideline companes. Second, if the computed ratios ar to be compared "
industr norms, the analyst should make only those adjustments that are liely to
put the subject company on a basis comparble to other companes in the industry.
In most cases , however, ratios calculated on adjusted statements wil reveal a more
accurate picture of the company s financial health.

The relative significance of the various ratios wil differ in ' each valuation.
Certain ratios have greater signifcance for value in paricular industries. A ratio
may be especialy signicant in some situations because it depars markedly from
industr norms. The analyst must judge each individual case when selecting and
evaluating the significance of figure as they apply to the paricular situation.

. If the analyst perfonns the ratio computations before makng the field trp to
interview company personnel, the ratio analysis usually wil generate some ques-
tions about any depares from industr norms. Of coure, if the ratio work follows
the field trp, the analyst ca cover such questions in later telephone interviews.

Ths chapter discusses ratios that help evaluate the company s financial posi-
tion. Firt, it looks at those that measur short-tenn liquidity, followed by the com-
monly used longer-term balance-sheet leverage ratios. Then, the chapter discusses
a varety of operating ratios. Each ratio is ilustrated with an example from our
hypothetical company, ABC Grocery Company. A summary of ABC Grocery
Company ratios appears in Exhibit 18-3 in Chapter 18, ' Sample Report." All
exhbits referred to in this chapter may be found in Chapter 

Common-Size Statements

i I

UsuaHy, the first step in ratio analysis of financial statements is to prepare what
are sometimes called common-size statements. On these statements, each line
item is expressed as a percentage of the total. On the balance sheet, each line item
is shown as a percentage of total assets. On the income statement, each item is
expressed as a percentage of sales.

Exhibit 18-1 presents five years of balance sheets and Exhibit 18-2 presents
five years of income statements for ABC Grocery Company presented on a com-
mon-size basis.

Short-Term Liquidity Measures

Generally, liquidity ratios demonstrate the company s abilty to meet its current

obligations. Liquidity ratios can help resolve one of the common controversies in
business valuatioQs: whether the company has any assets in excess of those required
for its operating needs or, conversely, whether its assets fal short of its nees.

Current Ratio

The most commonly used short-term liquidity ratio is the current ratio, which is
defined as current assets divided by current liabilties. Its greatest signifcance is
as an indicator of the company s abilty to pay its short-term liabilties on time.

JI:
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